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The Legal and Historical Background of the
Federal Universal Service System

By Hogan & Hartson L.L.P.

1. Introduction

This paper discusses the major federal developments in the
establishment and evolution of universal telephone service in the United States. It
then discusses the effect that several recent FCC orders have had on universal
service and the growth of the universal service fund (“USF”).

I1. Legal History of Universal Service
A. Universal Service Before 1996

Prior to the passage of the Telecommunications Act of 1996, the
universal service system consisted of a variety of implicit and explicit subsidies
through which higher-cost services were funded by charging more for other services.
The most important of the implicit subsidies were built into the access charge
system, under which interexchange carriers (“IXCs”) pay for access to incumbent
local exchange carriers’ (“ILECs”) networks.! The FCC instituted access charges in
1983, after the AT&T divestiture, because local phone companies were no longer
able to recoup losses for local service, which were priced below cost, by pricing long
distance calls above cost.?2 Thus under the access charge system, LECs charged
IXCs access charges that were significantly above cost in order to pay for the
provision of local service.3

In addition to intercarrier subsidies built into access charges,
regulators required ILECs to maintain internal cross-subsidies to fund higher-cost
services. Under the concept of geographic rate averaging, ILECs charge comparable
rates for service to urban and rural customers, even though costs are lower in urban
areas.? Thus urban service effectively subsidizes rural service. ILECs similarly
charge more for business service in order to subsidize residential service.5

The Commission also instituted several explicit subsidies for universal
service. The federal High-Cost Loop Fund and the Long-Term Support (“LTS”)
mechanism provided assistance to ILECs with higher-than-average embedded loop
costs.® The Commission’s Dial Equipment Minute (“DEM”) weighting program
(later renamed Local Switching Support) helped subsidize rural ILECs’ embedded
switching costs.” In addition to these high-cost service subsidies, the Commission



also established the Lifeline Assistance and Link Up America programs, which
supported telephone service for low-income customers.8

These pre-1996 Act explicit mechanisms were slightly reformulated in
1997, so that a competitively neutral mechanism, rather than access charges or
other implicit cross-subsidies, supplies the funding. In large part, however, these
pre-1996 Act subsidy mechanisms remain in place to this day.

B. Universal Service Since 1996

The 1996 Act introduced dramatic changes to the existing universal
service system. In the Act, Congress codified the concept of universal service for the
first time, directing the Commission to preserve and advance universal service
while also promoting competition for local telephone service. Section 254 outlines
the basic principles of universal service: “equitable and nondiscriminatory”
contributions to the fund; “specific, predictable, and sufficient” support for high-cost
services; support for schools, libraries, and rural healthcare; and the roles of the
Federal-State Joint Board and the state commissions.® Section 214(e) of the Act
delineates the process through which a carrier may receive ETC designation from a
state commission. It lays out ETCs’ obligations with respect to services provided
and use of universal service support.

Since 1997, the FCC and the courts have issued a number of key
decisions establishing a more competitively neutral universal service funding
system and reaffirming that universal service and local competition are not
mutually exclusive policy objectives. The major steps in this evolution are described
here, including both FCC and court decisions. While many of the decisions address
overlapping issues, for ease of exposition the discussion below groups the decisions
subsequent to the 1997 Universal Service First Report and Order into three
categories: decisions relating to ETC designation and portability; decisions relating
to funding levels in areas served by non-rural carriers; and decisions relating to
funding levels in areas served by rural telephone companies.

1. 1997 First Report and Order

The Universal Service First Report and Order was the FCC’s initial
comprehensive order on universal service. It established the important principle of
competitive neutrality: that is, “universal service support mechanisms and rules
[should] neither unfairly advantage nor disadvantage one provider over another,
and neither unfairly favor nor disfavor one technology over another.”l0 A necessary
corollary is that all funding shall be disbursed in a portable manner: that is,
universal service support follows the subscriber and is available to any designated
ETC that provides service to the subscriber. The Commission specifically
determined that this concept should also apply in areas served by rural carriers.!!



2. Key Decisions Regarding ETC Designation and
Portability

In Alenco Communications, Inc. v. FCC,'2 the Fifth Circuit affirmed
the FCC’s decision to make universal service support portable, meaning that the
support moves with the customer rather than remaining with the ILEC when the
customer chooses to change carriers. The court found petitioners’ contention that
the portability of the support violated the statutory principle of sufficiency of
universal service funding to be without merit, and instead concluded that the Act,
as well as the principle of competitive neutrality, “dictate[]” portability.!3 The court
reasoned that the purpose of universal service is to benefit the customer, not the
carrier; thus, “sufficient” funding of the customer’s right to adequate telephone
service can be achieved regardless of which carrier ultimately receives the
payment.!* Significantly, the court also noted that “the FCC must see to it that
both universal service and local competition are realized; one cannot be sacrificed in
favor of the other.”!> The decision also held that implicit cross-subsidies are
prohibited by the Act.16

In the Kansas Funding Preemption Order,l7 the FCC held that Kansas’
original state universal service funding system, which provided substantially
greater funding to ILECs than to competitive ETCs, would pose unlawful barriers to
entry, and would have been subject to preemption.'® Fortunately, preemption was
not needed because, after the preemption petition was filed, the Kansas Corporation
Commission adopted new regulations for determining and allocating universal
service support that made all support fully portable among competing carriers in
Kansas.1® In its decision, the FCC stated that any similar non-competitively
neutral state programs would likely run afoul of section 253 of the Act.20

In the South Dakota ETC Preemption Declaratory Ruling,?! the FCC
determined that requiring competitors to provide ubiquitous service prior to ETC
designation is an unlawful barrier to entry.22 The ruling concerned a decision of the
South Dakota Public Utilities Commission that had denied ETC designation on the
grounds that the applicant was not providing service ubiquitously prior to
designation.23 The FCC held that, if the PUC decision had not already been
reversed by a reviewing state court,24 it would be subject to preemption under
Section 253.25

In Comsat Corp. and AT&T Corp. v. FCC,26 the Fifth Circuit held that
permitting implicit universal service support, and rate mechanisms that effectively
create such support, violate Congress’s clear directive that universal service support
must be explicit. Specifically, the court held that the FCC decision to permit ILECs
to continue to recover universal service costs through access charges to
interexchange carriers constituted an unlawful violation of Section 254(e).2” The



court expressly stated that the FCC cannot foster and maintain a universal service
system based on any implicit support, whether on a permissive or mandatory
basis.28

3. Key Decisions Regarding Funding in Non-Rural
Areas

The Universal Service Ninth Report and Order?® established a federal
high-cost universal service funding plan for non-rural carriers (e.g., the Bell
companies, other large incumbents, and competitors in their service areas) based on
a methodology using a forward-looking cost model. In order to determine how much
money a state was entitled under the non-rural program, the order set a benchmark
of 135% of national average forward-looking cost per line. If the average cost of
service statewide exceeded this benchmark, the FCC would provide funding for
costs exceeding the benchmark. The FCC also eliminated a “quirk” in its rules that
had previously delayed funding to competitive ETCs, while providing funds
promptly to incumbents.30

In July 2001, the U.S. Court of Appeals for the Tenth Circuit reversed
the Ninth Report and Order on the grounds that the agency did not provide
“sufficient reasoning or record evidence” to support its actions. In Qwest Corp. v.
FCC,3! the Tenth Circuit held that the FCC did not provide sufficient justification
for the 135% benchmark it introduced in the Ninth Report and Order. The court
also found that the non-rural program lacked sufficient “inducements” for states to
establish intrastate mechanisms to support universal service.32 The court wrote:
“The FCC may not simply assume that the states will act on their own to preserve
and advance universal service. It remains obligated to create some inducement — a
‘carrot’ or a ‘stick,” for example, or simply a binding cooperative agreement with the
states — for the states to assist in implementing the goals of universal service.”33
The court remanded the case to the FCC for further consideration, and did not
address the petitioners’ contention that the actual level of funding produced by the
program is too low to support universal service adequately.34

In the May 2000 CALLS Order,3> the FCC substantially reduced the
implicit support that large ILECs recover through their access charges, and
increased the subscriber line charge (“SLC”) paid by end users.3¢6 The FCC also
created an explicit $650 million fund to provide universal service support previously
provided through the ILECs’ access charges.3” This fund, known as Interstate
Access Support, is provided on a per-line basis and is portable on a competitively
neutral basis to any ETC serving a supported customer, regardless of the technology
used by that carrier.38

The Fifth Circuit Court of Appeals upheld most of the CALLS Order
against a challenge spearheaded by telecommunications consumer advocacy groups.



In Texas Office of Public Utility Counsel v. FCC,3° the Fifth Circuit noted that
Section 254 of the Telecommunications Act of 1996 allowed the FCC to use its
discretion to ensure affordable rates, and that the FCC had reasonably interpreted
Section 254 in implementing most of its rule changes.40 The court did, however,
find that the FCC had failed to provide sufficient justification for certain elements
of the CALLS order, including the $650 million amount of the newly-established
universal service subsidy fund.4! The court remanded these to the FCC with
instructions to demonstrate a rational basis for the figures it chose.42

4. Key Decisions Regarding Funding in Rural Areas

In its Rural Task Force (RTF) Order,43 the FCC adopted, with minor
modifications, the universal service recommendations submitted by the Rural Task
Force (RTF), which had included representatives of a broad cross-section of carriers,
including rural telephone companies, competitive local exchange carriers, long
distance carriers, wireless providers, consumer advocates, and state regulators. In
so doing, the FCC adopted the RTF’s compromise between the rural telephone
companies’ desire to allow unrestrained growth in funding levels, and that of net
contributors to the fund who sought to retain the existing cap on funding growth.44
The RTF Order rebased high-cost loop support for rural carriers and retained a
slightly modified version of the pre-existing indexed cap on fund growth. 45
Significantly, the RTF plan retained the principle that all funds disbursed to rural
ILECs would be available on a fully portable basis to competitive ETCs operating in
their areas.4¢ The FCC adopted the RTF’s recommendation that the plan remain in
place for a five-year period, to ensure stability for the funding system in rural
areas.*’

In its Multi-Association Group (MAG) Order, 48 the Commission
adopted parts of a plan for universal service and interstate access charge reform
submitted to the Commission in October 2000 by a group of ILEC associations.
Among other things, the Commission adopted the MAG proposals to increase
Subscriber Line Charge (“SLC”) caps for rate-of-return carriers to the levels already
established for price cap carriers, and significantly reduce the access charges paid
by IXCs, which contained some implicit subsidies. 4 The MAG Order also
established the Interstate Common Line Support (“ICLS”) to replace those implicit
subsidies with an explicit subsidy that would be portable to competitive ETCs.50

III. Growth in the Federal High-Cost Universal Service Fund

The vast majority of the growth in the explicit federal high-cost
universal service fund (“USF”) over the past several years can be attributed to the
changes adopted by the Commission in the CALLS Order, the RTF Order, and the
MAG Order. The effect of these three orders — and not the growth of CETCs, as



some ILECs have alleged — are primarily responsible for a large preponderance of
growth in the USF.

The CALLS Order established the Interstate Access Support (“IAS”)
fund, which is annually sized at $650 million, amounting to about 40.6% of the total
annual growth in the high-cost fund since 1999.51

The annual impact of the MAG Order, which created the Interstate
Common Line Support (“ICLS”) fund, can be estimated based on annualizing the
quarterly amount reported by USAC during second quarter 2003 (the most recently
available time period) — $383.5 million. This amounts to about 23.9% of the total
annual growth in the high-cost fund since 1999.

The effect of the RTF Order on the size of the Fund is somewhat more
difficult to calculate because, rather than creating a new support mechanism, the
RTF Order modified the methods of calculation that apply primarily to the High-
Cost Loop (“HCL”) portion of the fund. Prior to the adoption of the RTF Order, the
Rural Task Force reported an estimate of the impact of the order under which the
overall size of the fund would increase by $230.2 million annually during calendar
year 2003, as compared with the result if the order had not been adopted.’2 Thus,
growth in the fund due to the policy changes in the RTF Order amounts to about
14.4% of the total annual growth in the high-cost fund since 1999.

By contrast, as of the second quarter of 2003, USAC reports that
CETCs were to receive approximately $36.9 million, which, if annualized, results in
an annual amount of approximately $147.4 million. Thus, the annual growth of the
fund attributable to CETC entry since 1999 amounts to only about 11.7% of the
overall growth of the fund during this time period.

These figures are displayed in the following table:

Annual Fund Growth
Policy Decision or Other (calendar year 1999 vs. Percent of Total Annual
Cause of Fund Growth 2Q’03 annualized) Growth in High-Cost Fund
CALLS (IAS) $650,000,000 40.6%
MAG: (ICLS) $383,490,917 23.9%
RTF (amount for 2003, as
estimated in 2000) $230,946,918 14.4%
[Other ILEC fund growth —
unexplained] $191,480,842 11.9%
Total ILEC fund growth $1,455,218,677 90.8%
CETC funding $147,409,832 9.2%
Total fund growth $1,602,628,509 100.0%




Thus, at least 78.9% of the growth in high-cost support since 1999, and
possibly as much as 90.8% of that growth, is attributable to policy changes that
were sought by ILECs, that primarily benefited the ILECs, and that the
Commission determined would be valuable and beneficial.?3 By contrast, only about
11.7% of the growth has any relationship to CETCs. Any attempt to blame overall
growth on the entry of new CETCs to the market instead of on these overall
increases in the USF, increases that were supported and advocated by the ILECs
themselves, 1s inaccurate and should be dismissed.
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